APPENDIX A
ALTERNATIVESTO THE CURRENT
FEDERAL WEALTH TRANSFER TAX SYSTEM

INTRODUCTION

This Appendix presents three alternatives to the current federal wealth transfer tax system:*
(i) an accessions tax, which involves a separate tax on an individual’s wmulative lifetime
receipts of gratuitous transfers; (ii) an income-inclusion system, which requires the inclusion of
receipts of gratuitous transfers in the gross income of a recipient;? and (iii) a deemed-realization
system, which treats gratuitous transfers as realization events for income tax purposes.® Part |
describes the operation of each alternative tax system. Part || compares the alternative tax
models to each other and to the current federal wealth transfer tax system.* The discussion
focuses on particular wealth transfer tax issues, such as rate structure, valuation, and treatment of
different types of lifetime transfers. Both parts analyze each alternative as a model of its kind.
They do not presume that Congress necessarily will incorporate features of the existing wealth
transfer tax system, such as rules that favor closely held businesses, into any or al of the
alternatives.

The Appendix sometimes addresses, but does not fully discuss, topics that the Report
otherwise covers, such as various possible reforms of the estate, gift, and generationskipping
transfer taxes or improvements to IRC 8§ 1022's modified carryover basis rule, which takes effect
in 2010 upon reped of the estate and GST taxes.> When problems and alternative responses
raised in the Report emerge under one or more of the dternative systems, the Appendix
addresses them. For example, the deemed-realization system requires a determination of the
transferor’s bases in transferred assets. Some of the discussion of the modified carryover basis
rule, therefore, is pertinent to the application of a deemed-realization system.®

In consideration of the alternative tax systems, it is important to keep in mind that,
regardless of whether a transfer tax places liability on the transferor or on the transferee, the
burden of all transfer taxes ultimately falls on the transferee, and not the transferor. Under the
existing estate and gift tax laws, the transferee ultimately bears the burden of the taxes, although
those taxes nominally are imposed on the transferor or the estate.” Under the deemed-realization

! The inheritance tax option is excluded because, except for the rate, valuation, and exemption structure, it
essentially isthe equivalent of an estate tax.

2 Theincome-inclusion system essentially is arepeal of IRC §§ 101(a) and 102(a).

3 Congress also could combine the systems. For example, it could enact an income-inclusion system and supplement
it with an estate tax or a generation-skipping transfer tax with a high exemption amount.

* The Appendix does not consider possible reformsto the current estate tax law presented in §§ 16—27 of the Report.
> EGTRRA § 901 (reinstating the law in effect in 2001).

® For a discussion of the alternative of a deemed-realization system in the consideration of the modified basis rule,
see 88 8 and 15 of the Report.

" Well-advised transferors take into account the tax liabilities attributable to each gratuitous transfer and allocate
their property to various beneficiaries accordingly.
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Appendix A. Alternatives to the Current Federal Wealth Transfer Tax System

system, which also nominally taxes the transferor or the estate, the income tax liability ultimately
falls on the transferee.® An accessions tax and an income-inclusion system determine the tax with
reference to the transferee, and not the transferor. An accessions tax makes the transferee the
taxpayer, determining tax liability by taking into account the cumulative lifetime gratuitous
receipts of the transferee.’ The income-inclusion system dso imposes the tax liability on the
transferee. It calculates the transferee’s income tax liability by adding the value of the property
that the transferee receives from a gratuitous transfer to that transferee’s other income for the

year.

8 Under the deemed-realization system, the tax calculation is afunction of the transferor’ sincome tax situation in the
year of transfer or death, as the case may be. Regardless of whether the income tax arises by reason of alifetime or
deathtime transfer, the transferee receives that amount that a transferor can afford to transfer after taking into
account the tax liability that the transfer generates. If atax liability arises by reason of death, state law abatement
rules could treat the liability either asa“tax” or asa* debt.”

° For those favoring a transfer tax as a means of preventing undue accumulations of wealth, reference to cumulative
gratuitous accessions under an accessions tax is a better method than reference to cumulative gratuitous transfers
under current law. Although the transferee is liable for the tax, the accessions tax law could require the transferor or
the transferor’ s executor to withhold the tax.
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PART |
OVERVIEW OF THE ALTERNATIVE TAX SYSTEMS

8 1. Current Federal Wealth Transfer Tax System

The current federal wealth transfer tax system partialy unifies the estate, gift, and GST
taxes. The estate and gift laws impose a tax on a pay-as-you-go bass, which is to say, they
impose atax at the time the transferor makes a taxable lifetime or deathtime transfer. Under both
laws, the tax liability is computed on the current transfer by taking into account the taxpayer’s
previous gratuitous transfers. In genera, therefore, a taxpayer who makes two lifetime transfers
of $1 million each and a deathtime transfer of $2 million, for example, is taxed at the same rate
on the progressive rate schedule as a taxpayer who makes only a deathtime transfer of
$4 million.*® The transferor or the transferor’s estate is liable for the tax.**

The GST tax law also imposes a tax on a pay-as-you-go basis. Rather than taking into
account prior cumulative transfers, however, the GST tax is imposed at the maximum estate and
gift tax rate.!? Although it does not take into account cumulative transfers, it nevertheless is
coordinated with the estate and gift taxes. In genera, the GST tax applies only if an
intergenerational transfer is not otherwise subject to the estate or gift tax. 3

Notwithstanding that the federal weadlth transfer tax system effectively reduces the
amount a transferee receives, it does not directly address undue accumulations of wealth by
transferees.™® The circumstances of transferees are irrelevant under the current wealth transfer tax
system, because it imposes a tax based on atransferor’ s cumulative transfers.

10 see IRC 88§ 2001(b)—(c), 2010, 2502, 2505. For a discussion of the compression of the transfer tax rate schedule
by the EGTRRA, see supra text accompanying notes 42-43. The annua exclusion, valuation rules, and tax
exclusivity of the gift tax, however, permit taxpayers to minimize their tax liabilities by making lifetime, rather than
deathtime, transfers. For a discussion of these issues, see 88 16, 18, and 20 of the Report. On the other hand,
deathtime transfers may nevertheless lead to more favorable tax results because of the availability of certain
provisions that apply only to estates, such as IRC § 1014, permitting a transferee to take a basis in property acquired
from a decedent equal to that property’ sfair market value at the decedent’ s death; the special valuation rule of IRC 8§
2032A, having to do with farmland; or tax deferral provisions, such as IRC 8§ 6166, permitting a time extension for
payment of estate taxes for estates holding closely held businesses. For further discussion of some of these
provisions, see 88 7 (IRC § 1014) and 25 (IRC 8§ 6166) of the Report.

1 |RC 88 2002, 2502(c).

12 |RC § 2041(b).

13 Treas. Reg. § 26.2612-1(b)(1)(i). The exception to the general rule pertains to a direct skip, which IRC § 2612(c)
defines as a transfer to a skip person of an interest in property subject to the estate or gift tax. A skip person is
someone who is two or more generations below the generation of the transferor, such as a grandchild or great
grandchild. IRC § 2613(a)(1). A skip person aso includes a trust in which only skip persons hold interests in the
trust. IRC § 2613(a)(2)(A). For further discussion of the GST tax, see 88 4.B and 27 of the Report.

14 Asindicated earlier, regardiess of whether a transfer tax places liability on the transferor or the transferee, the
burden of all transfer taxes ultimately falls on the transferee, and not the transferor, and, therefore, reduces the
amount atransferee receives.
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§ 2. Accessions Tax

An accessions tax is an excise tax on the receipt of a gratuitous transfer of property. It
assesses a tax on the basis of the transferee’ s cumulative lifetime receipts of gratuitous transfers.
The tax liability on ataxable accession is computed as follows:

Tax on:

(a) the value of the accession

(b) less deductions and exclusions
(c) plus prior years' accessions

Less tax on prior years accessions.

Each transferee could have a cumulative lifetime exemption. Taxable accessions (the net
of any deductions and exclusions) would be subject to a rate schedule that could either be flat or
graduated. Congress could adopt rules that neutralize the incentive to scatter accessions to
multiple individuals who are in low rate brackets and have unused lifetime exemptions.®® If
generation-skipping transfers would be a concern, Congress could adopt a number of different
mechanisms to tax at a higher rate accessons from family members who are two or more
generations older than the transferee.

As a tax based on lifetime receipts of the transferee, an accessions tax promotes equality
of treatment among similarly situated transferees, without regard to the source, timing, or
circumstances surrounding the accessions. For example, the current wealth transfer tax system,
which is transferor oriented, treats an individua who receives all of one decedent’s $4 million
estate less favorably than an individua who receives a $1 million estate from four different
decedents. Similarly, the current wealth transfer tax system treats an individual who receives
one-fourth of a $4 million estate less favorably than an individual who receives al of a
$1 million estate. These inequalities would disappear in a transferee-oriented system, such as one
based on an accessions tax.

Generdlly, transfers under the current wealth transfer tax system would be considered
accessions under an accessions tax. An accessions tax could exclude receipts from a spouse, in
whole or in part. Receipts by a charity would not result in an accessions tax, because the charity
itself would be exempt from tax. Congress could adopt a de minimis rule to exclude from
taxation small receipts of cash, holiday and “occasion” gifts, and consumption-item gifts.
Congress aso could address liquidity concerns related to business assets and other tax-favored
assets by adopting rules that defer the taxable event or, as under the current transfer tax system,
by deferring the tax, with or without a below-market interest charge.!” The valuation of an

15 Essentially, this is the mirror image of the structure of the gift tax return under the current wealth transfer tax
system. See IRC § 2502(a).

16 Congress, nevertheless, could allow for a qualified disclaimer, notwithstanding that it could result in an accession
to a person who is in a low rate bracket or has an unused exemption. The ability to minimize taxes through a
qualified disclaimer is recognized under the current wealth transfer tax system. IRC 88 2046, 2518, 2654(c).

17 For a discussion of current rules regarding closely held businesses and deferral of tax on them, see § 25 of the
Report.
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accession would raise issues similar to those that arise under the current transfer tax laws.'® The
key question that Congress would need to resolve is whether to value what a transferee receives
or what a transferor relinquishes.®

Prior proposals relating to an accessions tax have grappled with difficult issues that have
to do with receipts by and through trusts.?® The source of the concern is that a trust is not now
thought of as ataxable person for transfer tax purposes. Under the current view of trusts, an
accessions tax would not treat a transfer made to a trust or the vesting of a trust interest as a
taxable event.”! Rather, a taxable accession would not occur until the trust made a distribution,
either from income or corpus.®? A trust distribution treated as a transfer under an accessions tax
stands in sharp contrast to the existing estate and gift tax laws, under which transfers can occur
no later than the transferor’s death. From the perspective of current law, an accessions tax defers
taxation in the case of trusts. In general, deferral is revenue neutral so long as the tax base
includes all distributions, both income and corpus.>® Nevertheless, a taxpayer may obtain an
advantage with respect to a given trust, if an accessions tax were to alow the taxpayer to
accelerate the taxable event to, for example, the date the transferor funds the trust.>* Congress
could design the tax to prevent accelerations.®

18 For adiscussion of valuation issues under the current law, see § 18 of the Report.

19 The current gift tax law and aspects of the estate tax law use a value based on what the transferee receives. As a
matter of logic, an accessions tax would be based on the value received. Policy and practicality concerns, however,
may lead to a different conclusion.

20 An accessions tax, first proposed in 1945, was considered seriously as an alternative to the integration and

unification of the estate and gift taxes in 1976. See Joseph M. Dodge, Comparing a Reformed Estate Tax with an
Accessions Tax and an Income-Inclusion System, and Abandoning the Generation-Skipping Tax, 56 S.M.U. L. Rev.
101 (2003); Edward C. Halbach, Jr., An Accessions Tax, 23 REAL PROP. PROB. & TR. J. 211 (1988); Harry A.
Rudick, A Proposal for an Accessions Tax, 1 TAX L. REV. 25 (1945). An accessions tax proposal was included in
the 1968 American Law Institute Federal Estate and Gift Tax Project. William D. Andrews, The Accessions Tax
Proposal, 22 TAX L. Rev. 589 (1967). It appears that no country has adopted an accessions tax.

2L A system that accelerates an accession by a beneficiary to the time a trust interest vests would unnecessarily raise
the problem of actuarial valuation, which could result in an interest that is either undervalued or overvalued relative
to what the transferee actually receives. Such a system also would create a distinction between vested and nonvested
interests. Nevertheless, an accessions tax could treat a transfer of property into a trust in which a single beneficiary
holds all beneficial interests as an accession.

22 |f adistribution that constitutes an accession also represents, in whole or in part, taxable income of the trust, an
accessions tax should provide a deduction for the income tax liability that a distributee incurs. This is the reverse of
the rule under IRC § 691(c), which provides a deduction for estate taxes paid for the purpose of the income tax.

2 Exemptions and a progressive rate schedule can make deferral tax disadvantageous. For further discussion of

deferral, see § 23 of the Report, having to do with the string provisions currently found in the estate tax law.

24 some have proposed that beneficiaries, who have substantial interests in trusts, could assign their lifetime
exemptions to their interests at the time the transferors complete their transfers to the trusts. Such an assignment
could result in the exclusion of all future trust distributions from taxation. The assignment would operate in a
manner similar to the current GST exemption with its inclusion ratio rules. See IRC 88 2631-2632, 2641-2642.
Edward C. Halbach suggests that an accessions tax should not allow such an assignment by a beneficiary who has a
living ancestor, who also isabeneficiary of the trust. Halbach, supra note 20, at 247-53.

% One way to accelerate the tax might be for a beneficiary to sell an interest in a trust. The sales proceeds would
constitute an accession to the beneficiary, as a seller, and the buyer, as an investor, would not be subject to an
accessions tax on future distributions. To prevent this strategy, Congress could treat sales of trust interests to related
parties as gift assignments or perhaps simply disregard them.
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Congress could adopt an aternative approach to contributions to trusts and impose a tax,
probably at a high flat rate, on a trust’s receipt of assets in excess of a certain high threshold
amount.® Distributions to beneficiaries would remain subject to an accessions tax, as would any
accessions tax attributable to the distributions that the trust pays. To prevent double taxation of
the same property, the beneficiary could receive a refundable credit for taxes previously paid by
the trust.>” This approach would acknowledge that control of wealth in the form of an interest
held in trust is a valuable asset.

8§ 3. Income-Inclusion System

Congress could establish a comprehensive tax base that encompasses gratuitous transfers
by repealing IRC 88 101(a), which excludes receipts of insurance proceeds from gross income,
and 102(a), which excludes receipts of gifts and bequests from gross income.?® The repeal of
these two provisions would mean that a recipient includes the amount of a gratuitous transfer in
income in the year of its receipt, and that amount would be subject to income tax at progressive
rates. The transferor would not be able to take income tax deductions for gratuitous transfers,
except for those made to charities.?

Like an accessions tax, the income-inclusion system is transferee oriented. Also as under
an accessions tax, the taxable event is the transferee’ s receipt of property, and not the transferor’s
transfer or the property interest's vesting. One fundamenta difference between an income-
inclusion system and an accessions tax is the computation of the tax. Under an accessions tax,
the computation takes into account the transferee’s receipt of prior gratuitous transfers to
determine the appropriate tax rate; under the income-inclusion system, the computation depends
only on the amount of the transferee’s other income and deductions during the year to determine
the appropriate tax rate. Accordingly, a lifetime exemption is inappropriate for an income tax,
which taxes all income no matter what the source with the exception of an annua allowance,
roughly equivalent to a subsistence level, that is excluded from taxation.®® Nevertheless,
Congress could provide de minimis rules excluding lifetime transfers of property having a low
value or of a consumption character. Congress also culd exclude qualifying marital transfers.
Charities would not pay tax on receipts of property. !

26 Congress can exclude relatively small trusts from tax at the time transferors fund them. A high threshold would
exclude the vast magjority of trusts from taxation until distributions are made. To prevent evasion of the threshold by

the creation of multiple trusts, Congress would have to apply the threshold by aggregating all the trusts that a

transferor creates.

27 The credit approach is explained in Halbach, supra note 20, at 266-67. It uses ratios that obviate any need to
calculate interest.

28 For the rationale and details of an income-inclusion system, aswell as its consumption-tax counterpart, see Joseph
C. Dodge, Taxing Gratuitous Transfers Under a Consumption Tax, 51 TAX L. Rev. 529, 589-93 (1996); Joseph C.
Dodge, Beyond Estate and Gift Tax Reform: Including Gifts and Bequests in Income, 93 HARv. L. Rev. 1177
1978).

gg The limitations on gifts to charity under IRC § 170 presumably would apply. IRC § 215, which provides for the

deductibility of alimony and separate maintenance payments, would continue to apply.

30 Technically, under an income tax, gratuitous receipts could be subject to a special lifetime exenption, and even

special rates, but the resulting tax would resembl e an accessions tax.

31 The transferor presumably would be eligible to deduct charitable contributions under IRC § 170. See supra text

accompanying note 29.
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The valuation of a receipt would raise issues similar to those that arise under the current
wedth transfer tax law.3? Congress could make accommodations for hard-to-value assets and
traditionally tax-favored assets, such as family farms, by allowing the transferee to defer the tax.
Those transferees who elect deferral would take a basis of zero in the property they receive.
Alternatively, Congress could defer the tax and impose interest on the amount of deferred tax,
either at market or below market interest rates.

In contrast to an accessions tax, under the income tax, trusts, other than grantor trusts, are
considered separate taxpayers.>® Accordingly, Congress could treat the receipts of property by
trusts as income and tax those receipts at the rates applicable to trusts. Otherwise, Congress
could tax trusts and trust beneficiaries in accordance with the rules set forth in Subchapter J.**

If it views the income-inclusion system as a form of transfer tax, i.e., as an accessions tax
with a different tax base, Congress may be concerned with generation-skipping transfers. One
response to that concern could be to impose a periodic tax on trust assets. Alternatively,
Congress could impose an excise tax on trust assets when enjoyment of trust income or corpus
shifts intergenerationaly.

8 4. Deemed-Realization System

Congress could modify the current income tax law by treating gratuitous transfers as
realization events for income tax purposes.®® The amount realized would be the fair market value
of an asset at the time of transfer, and the basis would be the transferor's adjusted basis.*® In all
cases, the transferee would acquire a basis in the property equal to its fir market value. The
payment of life insurance proceeds upon the death of the insured would constitute a realization
event.®” Similarly, gains in pension accounts, individual retirement accounts (IRAS), and income
in respect of a decedent (IRD) would be included in the income of the decedent on the

32 For adiscussion of valuation issues under the current law, see § 18 of the Report.

33 See IRC §8 641-664; see also |RC §§ 671-678 (grantor trust rules).

34 Beneficiaries would exclude distributions from the trust deemed to be of amounts previously taxed to the trust,
including property that a transferor uses to fund the trust, accumulated income, and accumulated capital gains. It
follows that Congress would not treat the tax on property used to fund the trust as a withholding tax with respect to
later corpus distributions. Of course, Congress could alter Subchapter J in a manner that would treat a tax on a
trust’s corpus and accumulated income as a withholding tax under a gross-up/credit system. If Congress were to do
that, the credit should not bear interest, because the tax on atrust isnot a prepayment of tax. For ageneral discussion
of trust taxation systems, see Joseph C. Dodge, Smplifying Models for the Income Taxation of Trusts and Estates,
14 AM. J. TAX PoL’Y 127 (1997); Sherwin Kamin, A Proposal for the Income Taxation of Trusts and Estates, Their
Grantors, and Their Beneficiaries, 13 AM. J. TAX POL’Y 215 (1996).

35 The details of such a system, as well as comparisons to carryover basis and transfer tax systems, can be found in
Joseph C. Dodge, A Deemed Realization Approach Is Superior to Carryover Basis (and Avoids Most of the
Problems of the Estate and Gift Tax), 54 TAX L. REv. 421 (2001).

36 Congress would need to address certain issues, such as a “minimum basis,” “grandparented gain,” adjustments
with respect to transfer taxes, and special basis rules for tangible personal property, in the design of a deemed-
realization system.

37 |dentification of the taxpayer might be difficult, especially if Congress considers premiums to be relevant in
determining the transferor and more than one person has paid the premiums.
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decedent’s final tax return. A deemed-redlization system has existed in Canada since 1972.% The
United Kingdom and Australia, both of which have transfer tax systems, treat lifetime gifts, but
not bequests, as realization events.®

The taxpayer is considered the transferor. Congress would need to adopt rules for
determining when a transfer becomes complete. Transfers at death would appear on the
transferor’s final income tax return, along with unused capital loss and net operating loss
carryovers. Congress could allow the transferor to qualify for income averaging if that transferor
reports a large, positive, ordinary income on the final tax return. Alternatively, Congress could
provide a special rate schedule. It dso could alow the transferor to carry back any net loss
reported on the final tax return.

Congress could exclude qualifying marital transfers from the deemed-realization system.
Instead, it could extend the carryover basis rule of IRC § 1041 to marital dgfts and bequests.
Congress also could adopt carryover basis rules for hard-to-value assets and traditionally tax-
favored assets, such as family farms. The shift of trust enjoyment solely to a charitable
beneficiary would not be considered a realization event, but the shift from charitable to
noncharitable enjoyment would be. Congress could treat a gain on a persona residence in
accordance with IRC § 121, which excludes a gain of up to $250,000 on the sale of a personal
residence, if the owner meets certain requirements. In addition, Congress could exempt a fixed-
dollar amount of gain, or confer “free” additional basis on estate assets, to mimic the current rule
that allows assets exempt from the estate tax under IRC 8§ 2010 to obtain a fair market value
basis in accordance with IRC § 1014. Further, an exemption would prevent a tax on transferred
property that, under the current system, is not subject to either an estate tax or an income tax,
because the value of the property does not exceed the applicable exclusion amount provided by
IRC § 2010 and the property takes a basis equal to its fair market value under IRC § 1014.

Transfers made to trusts pose no specia problems.*® Presumably, Congress would treat
transfers made out of trusts as redlization events. If Congress views the deemed-realization
system as a substitute for a wealth transfer tax system, it may be concerned with generation
skipping transfers. Congress could address that issue by treating a trust’s assets as having been
sold and repurchased at periodic intervals, such as 25 years.*!

38 For a description and analysis of the Canadian system, see Lawrence A. Zelenak, Taxing Gains at Death, 46
VAND. L. Rev. 361 (1993). Exhibit A of this Appendix, which is a paper by Professor Zelenak, describes the
Canadian system.

39 In Australia, but not the United Kingdom, a carryover basis rule has applied to bequests. HUGH J. AULT,
COMPARATIVE INCOME TAXATION: A STRUCTURAL ANALYSIS176, 193-94 (1997).

40 Some trusts, however, may call for specia treatment. For example, @ngress could disregard trusts whose
beneficial interests are vested in a single person, such as a trust for minors that qualifies for the annual exclusion
under IRC § 2503(c). A transfer to the trust would constitute a realization event, but a subseguent transfer by the
trust to the beneficiary would not constitute a realization event, and the beneficiary would take the trust’ s basis.

41 Canada imposes its deemed-realization tax every twenty-one years in the case of discretionary trusts; single life
beneficiary trusts are subject to the deemed-realization tax at the death of the life tenant. Income Tax Act, R.S.C.,
ch. 1, § 104(4) (1985) (5th Supp.) (Can.).
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8 5. Rate Structure

Current System. The estate and gift taxes operate under a progressive, but highly
compressed, rate system. In 2004, the rates range from 45 percent to 48 percent. After 2010, the
highest marginal rate increases to 50 percent.*? Under the EGTRRA, in 2006, progressivity
disappears from the rate table. At that time, the estate tax applicable exclusion amount increases
to $2 million and the highest marginal transfer tax rate decreases to 46 percent, which is the same
rate that applies at the $2 million threshold.*®

Accessions Tax. The tax could be imposed at a flat rate or under a rate schedule that
progresses as the cumulative receipts increase.

Income-Inclusion System. No separate rate schedule is necessary. Congress could treat
the receipts as any other income, or it could permit income averaging.

Deemed-Realization System. Under a deemed-readlization system, presumably, the rates
for capital gains would apply to net capital gains that result from gratuitous transfers.** Congress
could alow all or some loss and deduction carryforwards to be taken into account at death on the
decedent’s final income tax return. It also could provide a separate rate schedule for taxable
transfers taking place at death that result in ordinary income.

§ 6. Exemption Structure

Current System. In 2004, the first $1.5 million of cumulative taxable transfers are exempt
at a decedent’s death. *°

Accessions Tax. Under an accessions tax, Congress could provide every transferee who is
a taxpayer with a single lifetime exemption, which would apply to cumulative transfers. It could

“2 The estate tax applicable exclusion amount is $1.5 million in 2004. After 2010, the estate and gift tax applicable
exclusion amount is $1 million, which means that the rate structure actually begins at 45 percent. IRC § 2010;
EGTRRA § 901 (reinstatement of the wealth transfer tax system in effect in 2001). The highest marginal rate
decreases to 48 percent in 2004 but returns to 50 percent after 2010. For a schedule of the estate and gift tax
aEpIicabIe exclusion amounts between 2001 and 2011, see Appendix B.

43 |RC §§ 2001, 2010. In 2007, the highest marginal rate drops from 46 percent to 45 percent and remains at that rate
through 2009.

“4 One issue Congress would need to resolve is whether to disallow some or all losses arising from lifetime gifts in
accordance with IRC § 267, which disallows losses from sales or exchanges between related persons.

%> The estate tax applicable exclusion amount increases to $3.5 million in 2009. IRC § 2010. The EGTRRA,
however, limits the applicable exclusion amount for gifts to $1 million. IRC § 2505. For a schedule of the estate and
gift tax applicable exclusion amounts between 2001 and 2011, see Appendix B.
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treat a spouse as a separate transferee, with his or her own exemption. A trust would not be
considered a taxpayer, unless Congress imposes a tax on large trusts.*®

Income-Inclusion System. The income tax generally does not provide for source based
exclusions. Congress, however, could adopt a modest lifetime exclusion for receipts of gratuitous
transfers under an income-inclusion system.

Deemed-Realization System. The income tax aready provides rate reductions for net
capital gains in various categories. Nevertheless, under a deemed-realization system, Congress
could provide an exemption for de minimis transfers, such as gains and losses on low to
moderate-value tangible persona property. The deemed-realization system automatically
excludes cash transfers. A lifetime exemption is not appropriate under the deemed-realization
system, because it is not a transfer tax system. Rather, the deemed-realization system makes the
income tax base more comprehensive. Nevertheless, Congress could provide a modest lifetime
exemption, but the exemption should not be available for deferred compensation rights.*’

8 7. Special Rulesfor Lifetime Gifts

Current System. The gift tax is tax exclusive, which means that the gift tax is excluded
from the gift tax base.*® In addition, lifetime payments of another’s tuition and medical costs are
exempt without limitation. *® Otherwise, lifetime transfers of present interests are exempt in the
amount of $11,000 (adjusted for inflation) per donor, per donee, per year.>

Accessions Tax. The donee is liable for the tax on the amount of the gift received, and,
therefore, the tax is tax inclusive.>* Congress could incorporate rules that exclude certain gifts.
One dternative would be to exempt al consumptiontype gifts, including educational and
medical costs, but not gifts representing durable property and investments, other than minor
outright gifts of cash.®? Gifts made in trust would not be excludable. Congress would need to
adopt rules to prevent transferors from disguising wealth transfers as consumptiontype gifts and
using multiple nominal recipients as conduits for transfers to a single recipient.

Income-Inclusion System. As with an accessions tax, under the income-inclusion system,
a donee is liable for the tax on the amount received, and, therefore, the tax is tax inclusive.>®
Under the income tax, an earner-spender generaly is taxed for consumption, which means that a
transferor does not receive a deduction for a gratuitous transfer. In this regard, the income-
inclusion system is similar to an accessions tax. As with an accessions tax, Congress would need

“8 For adiscussion of the treatment of trusts under an accessions tax, see supra § 2.

7 For further discussion of deferred compensation rights, see § 9.A of the Report.

“8 For further discussion of the tax exclusivity of the gift tax, see § 20 of the Report.

9 IRC § 2503(e).

0 |RC § 2503(b). For further discussion of the problems that arise because of the current design of the annual
exclusion, particularly with regard to time-limited withdrawal powers, and the tax exclusivity of the gift tax, see 88§
16 and 20 of the Report.

1 Any payment of the donee’ s tax by adonor would be treated as an accession to the donee.

°2 See Dodge, supra note 20, at 551, 586-87.

%3 For further discussion of the tax exclusivity of the gift tax, see § 20 of the Report.
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to address gratuitous transfers that a transferor attempts to disguise as a consumption transaction
or gratuitous transfers made in trust for multiple nomina transferees that a transferor in fact
intends for the benefit of asingle individual.

Deemed-Realization System. Tax exclusivity is not an issue under a deemed-realization
system, because the amount deemed to have been realized in the case of a gift is the asset’s fair
market value, unreduced by the deemed-redlization tax.>* Congress does not need to make any
gpecia exclusion rule for small gifts. Gifts of cash do not generate deemed gains or losses and,
therefore, are not subject to taxation under the deemed-realization system. Also, the deemed-
realization system generally does not apply to gifts of low- to moderate-value personal-use
property, because they typically produce nondeductible losses. Appreciated collectibles should
be subject to taxation under the deemed-redlization system and need no special rule. Congress
could treat a gain on a personal residence in accordarce with IRC 8§ 121, which excludes a gain
of up to $250,000 on the sale of a persona residence, if the owner meets certain requirements.

8 8. Effect of Structureon Transfer Patterns

The following discussion disregards issues concerning marital and charitable transfers.
They are addressed later.>®

Current System. In general, the amount of tax that the wealth transfer tax system imposes
on a transferor is the same, regardless of the relative size of each transfer. The current law,
therefore, is relatively neutral regarding transfer patterns.®

Accessions Tax. An accessions tax explicitly provides an incentive for the dispersal of
transfers and the targeting of transfers to transferees who are in low rate brackets. This feature of
the system raises the potential for abusive dispersal, although the problem of nominal transferees
should not arise.®” A number of solutions to this problem is available. Congress could:

a. treat transfers to the spouse of a family member as transfers to the family member;

b. treat nonconsumption transfers to a minor, or even an adult, as being made to the
parent, if living, if the parent is related to the transferor;

c. disregard general lifetime powers of appointment in certain cases; or
d. limit exclusions to the issue of aliving family member to consumption transfers.

Income-Inclusion System. Tax avoidance through multiple transfers to low-rate-bracket
transferees also is an issue under the income-inclusion system. The transferor has the incentive to

>4 The same would be true of a bequest.

5 Seeinfra §§ 14, 15.

¢ For a discussion of valuation rules and how valuation rules favor lifetime transfers over deathtime transfers, see §
18 of the Report.

" An accession occurs only on actual receipt, which includes a distribution from a trust, and not on the creation of a
contingent interest in aremote relative, and, therefore, the problem of nominal transfereesis reduced.
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target transfers to trarsferees who are in low rate brackets.®® The “anticipatory assignment of
income” doctrine is sufficient to deal with potential abuses.®®

Deemed-Realization System. The deemed-realization system does not encourage
transferors to make transfers to multiple transferees because it determines tax liability
exclusively with respect to the transferor.°

§ 9. Equity Considerations

Equity in this context means the equal tax treatment of individuals who are similarly
situated. The following discussion disregards generation skipping transfers. They are addressed
|ater.®?

Current System. Under the current wealth transfer tax system, with its progressive tax
rates, equal cumulative tax bases of transferors bear equal tax. The transfer tax base of a
transferor is unrelated to any economic attributes of the transferees, who ultimately bear the
burden of the tax. Thus, for example, the law treats the sole recipient of a $1 million estate more
favorably than the recipient of one-fourth of a $4 million estate, and treats the sole recipient of a
$4 million estate less favorably than the recipient of all of four separate $1 million estates. %

Accessions Tax. Under an accessions tax, transferees of the same aggregate taxable
amount of gratuitous transfers bear the same tax on a lifetime basis. The rationale for this
treatment is that a gratuitous receipt is a separate and unique kind of accession to wealth,
distinguishable from other sources of income, including other “windfal” income.

Income-Inclusion System. The income-inclusion system treats gratuitous receipts the
same as any other item of gross income. Under this premise, it assures that persons with the same
net income bear the same tax on an annualized basis. The progressive tax rates under the income
tax apply to an individual’s annual taxable income. A transferor can reduce the effect of the
progressive tax rate on any large gratuitous transfer by arranging for the transfer to be made in
installments. Alternatively, Congress could adopt an income-averaging rule.

%8 Accumulation trusts are generally in the highest rate bracket under the current income tax law. IRC § 1(€). There
is also the “kiddie tax,” which has the effect of taxing unearned income of a minor at that child's parent’s highest
marginal rate. IRC § 1(g). Congress could extend the threshold of the kiddie tax beyond the current age of 14. IRC §
L9)(Q)(A).
%9 See JOSEPH M. DODGE ET AL ., FEDERAL INCOME TAX: DOCTRINE, STRUCTURE, POLICY 185-88, 20513 (2d ed.
1999).
60 The timing of transfers and the valuation placed on the amount realized could affect the amount of tax liability. In
that regard, the deemed-realization system is sensitive to the size and number of transfers, although it is indifferent
to the tax characteristics of the transferees. For further discussion of valuation issues, see 8 18 of the Report.

State law could apportion the aggregate deemed-realization tax at death either to the beneficiaries of each
deathtime transfer, based on the pretax value of the transferred property, or only to the residuary beneficiaries.
®1 Seeinfra § 16. Whether agrandchild and a child are positioned equally is the subject of significant debate.
%2 For a similar discussion of the different tax consequences to recipients under the current transfer tax law, see §
18.A of the Report.
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Deemed- Realization System. The deemed-realization system expands the income tax base
to include gains on gratuitously transferred property. It prevents transferors from permanently
avoiding tax on accrued, but unrealized, net gains. Thus, the deemed-realization system taxes a
person who gratuitously transfers an appreciated asset the same as a person who sells or
exchanges that asset. A rule that requires transferees to take a carryover basis in the assets they
acquire through gratuitous transfers also assures that unrealized net gains do not permanently
avoid income taxation. That rule would tax the transferee for appreciation accrued before that
transferee receives the property. The deemed-realization system, however, taxes the transferor,
who has both earned and controlled the disposition of that appreciation. ®®

8 10. Valuation of Fractionalized, Temporal, and Contingent Interests

Current System. The current wealth transfer tax system, which requires a vauation at the
time of atransfer, hasto rely on actuarial tables to value temporal and some contingent interests.
Some contingent interests are impossible to value.®*

Accessions Tax. The amount subject to tax is the value of what the transferee receives and
not what the transferor relinquished. Logic suggests that there be discounts for noncontrolling
interests received, but Congress may want to take a different approach, such as the adoption of a
family-attribution rule. Congress also could adapt its valuation rules to address discounts for
fractionalizations d tangible persona property. An accessions tax does not need to rely on
actuarial tables, because the taxable event does not occur until actual receipt of the property by
the beneficiary. Thus, in the case of atrust, the taxable event is not the acquisition of property by
the trust or the vesting of a beneficiary’s equitable interest in the trust, but the possession by the
beneficiary of income or corpus from the trust.

Income-Inclusion System. Under the income-inclusion system, principles similar to those
governing an accessions tax apply, except that atrust is treated as a separate taxpayer. Therefore,
when a transferor funds a trust, the amount transferred congtitutes income to the trust.
Subchapter J, having to do with the taxation of trusts, subsequently governs the tax treatment of
income, gain, or loss in determining the tax liability of the trust and its beneficiaries.

Deemed- Realization System. The deemed-redlization system treats a transferor as having
realized the fair market value of the property that the transferor has transferred gratuitously.
Therefore, the valuation of the amount realized should be based on the value of the property in
the hands of the transferor, and not on the value of what the transferee receives.®® The identity of
the transferee is irrelevant. Consequently, the amount realized does not vary when a transferor
makes a gift of the entire asset, regardless of whether the transferor makes a gift to more than

%3 The current IRD rules are an exception to this principle. IRC §§ 691, 1014(c). Under a deemed-realization system,
consistency would dictate treating |RD as a deemed-realization asset.

% For adiscussion of the valuation issues that arise with respect to lifetime and deathtime transfers, see § 18.A of
the Report.

8 Congress is likely to deny recognition of accrued losses in accordance with IRC § 267, which denies losses for
property sold to or exchanged by ataxpayer with family members.
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one transferee of a fractiona interest in an entity or in a unique item of tangible property.®® It

also does not vary if the transferor makes a gift of the entire asset, but creates tempora interests
in that asset.®” Discounts for fractionalized interests and actuaria valuation, however, still may
be necessary when transferors do not transfer their entire interests in an entity or in property at
the same time.®® Congress could adopt valuation rules to address these types of transfers.®®

8 11. Tax Baseand Timing I ssues

The current wealth transfer tax system requires the determination of whether a transfer is
a lifetime gift, which means the gift tax applies, or a deathtime transfer, which means the estate
tax applies, or possibly both. Under an accessions tax or income-inclusion system, both of which
are transferee oriented, the identity of the transferor generaly is irredlevant, and gratuitous
receipts can occur before, at, or even after the transferor’s death. The discussion below does not
address issues related to spouses. The consequences of marriage and generationskipping
transfers are addressed | ater.

A. Transferswith Retained I nterests and Powers”®

Current System. Under the current wealth transfer tax system, complex rules, which the
courts have supplemented, address timing issues and the question of when a transfer is complete
for tax purposes.” Properly or not, the estate and gift tax rules differ from the income tax rules
dealing with the same issues, and the estate tax rules differ from the gift tax rules. In any case,
use of actuarial tables may be necessary, because the wealth transfer tax system values property
at the time of transfer, and not when the transferee receives possession of the property. It is
possible for a transfer to be subject, in whole or in part, to both the estate tax and the gift tax,
thereby necessitating a provision to mitigate the double taxation of transferred interests. >

% For further discussion of the valuation of interests in entities and unique items of tangible property, see § 18.A of
the Report.

87 For further discussion of temporal interestsin property, see § 18.B of the Report.

% |t is not clear that the tax law should allow basis to a person who transfers the balance of an income interest,
because, if that person had received the remaining income stream, the tax law would not have allowed that person a
basis.

8 For further discussion of approaches to fractionalized interests and temporal interests, see § 18 of the Report.

"% These are sometimes referred to as “hybrid” or “string” transfers.

" See IRC §§ 2036-2038. For further discussion of these provisions, see § 23.A of the Report. If the transferor sells
the property, rather than givesit away, the inclusion provisions of IRC 8§88 2036—2038 do not apply.

2 See IRC § 2001(b).
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Accessions Tax. An accessions tax assesses atax on transferees. Normally, therefore, it is
not necessary to determine when a transferor makes a completed transfer to a trust. Under an
accessions tax, a trust is not treated as a separate taxpayer, except to the extent required to
prevent the deferral of tax on unreasonable accumulations of wealth. "

Under an accessions tax, the acquisition of a trust interest by an individua is not treated
as an accession. Trust distributions, whether of income or corpus, do constitute accessions.” The
deferral of the tax is not a significant concern, because the aggregate tax base attributable to a
transfer made in trust grows with the passage of time.”®

Congress could address a successive-interest transfer of persona-use property held
outside of atrust in either of the following ways:

i. treat the transfer as if it were a trust, which would mean that the law would impute
(based on fair rental value) and tax as accessions annual distributions to the holder of the life or
term interest, and would tax the remainder interest as an accession when the owner comes into
possession of it; or

ii. treat the acquisition of the term interest as an accession at its actuaria value, ”® and tax
the remainder interest as an accession when the owner comes into possession of it.””

Income-Inclusion System. Under an income-inclusion system, the treatment of transfers
of property to trusts requires consideration of the rules that pertain to the income taxation of
trusts. One alternative would be for Congress to follow an accessions tax approach and not tax

3 |f an accessions tax imposes a tax on atrust in the case of a large transfer, issues of whether a transfer is complete
could arise. See supra § 2. Those issues, however, would be much less complex than they are under the current
transfer tax system. Presumably, only a transfer subject to retained rights or powers equivalent to a presently
exercisable general power of appointment would constitute an incomplete transfer. If a transfer is incomplete, it
would not be subject to an accessions tax for a large transfer made to a trust until the retained rights or powers
terminated or the transferor relinquished them.

™ It seems proper that the income tax attributable to an income distribution should reduce the amount of the taxable
accession.

S Large trusts may not have this deferral available. See supra § 2.

At least one commentator has suggested that the system mitigate the effect of an enlarged tax base under a
progressive rate system. See Halbach, supra note 20, supra, at 248—60. This suggestion, however, assumes that the
“norm” isthat a transfer should be valued when made, as it would be under an estate or gift tax, but an accessions
tax is built on a different basic concept, namely, taxation upon receipt. Moreover, the effect of progressive rates can
be counteracted by dispersal among numerous transferees, each with his or her own lifetime exemption. Finally, if
an accessions tax otherwise lacks a generation-skipping feature, the enlargement of the tax base over time might
dampen what otherwise is perceived to be a deferral advantage of creating dynastic trusts.

78 |f the holder of the term interest has the power to consume the property or make a sale or gift of it, an accessions
tax should treat that person as having received the entire property.

" A question arises whether a purchase for the value of a remainder interest would result in exclusion of the
subsequent remainder distribution from an accessions tax. That type of transaction should not preclude application
of an accessions tax, because the purchase of a remainder interest by a related party serves no business or
commercia function, and likely would be tax motivated. An accessions tax, however, could exclude from taxation
the amount the buyer actually paid for the remainder. An accessions tax also could treat the amount received by the
seller of the remainder interest as an accession.
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property that a transferor transfers to fund a trust, unless and until a trustee distributes it.”® On the
other hand, the income tax law treats a trust as a separate taxpayer. Moreover, under an income
tax, a taxpayer generally makes investments (and a trust can be viewed as an investor) with
previoudy taxed dollars. If Congress were to treat a trust as a expayer for the purpose of the
income-inclusion system, it would:

i. treat a completed transfer of property to a trust as current income to the trust, and the
trust would acquire a basis equal to the amount it includes in income;

ii. tax current trust income to the transferor, the trust, or the distributees according to the
current income tax rules; and

iii. not tax nonincome distributions to the distributees.

Y et another aternative would be for Congress to treat the tax on the property that a transferor
gratuitously transfers as a withholding tax, so that distributions of corpus, increased by the
amount of tax paid, would be income to the distributees, who, in turn, would obtain a credit
equal to the amount of tax previously paid.”® Under either approach that views the trust as a
separate taxpayer, Congress still must determine when a lifetime transfer becomes complete. The
consequence of atransferor’s making a completed transfer would be that the transferor no longer
is subject to tax on the income from the property transferred, and the trust or the distributees, as
the case may be, would be subject to the income tax.

As for nontrust transfers of persona-use property, the income tax generally ignores
imputed income. If the income-inclusion system is viewed as being a form of a wealth transfer
tax, a logical alternative would be to recognize imputed income for personal use, although this
approach, while closing a potentially major loophole, may give rise to administrative and
valuation difficulties. If Congress were to recognize imputed income in this situation, the gross
income of a person acquiring a life or term interest would be based on the actuarial value of that
interest, and the person acquiring the remainder interest would include the full value of the
property in income when that person comes into possession of it.°

Deemed- Realization System. Under a deemed-realization system, the question of when a
transfer is complete has to be determined on an all-or-nothing basis. Presumably, Congress
would treat a transfer as incomplete only so long as the transferor retains the functional

8 |f Congress were to adopt this option, it should subject transfers to a trust either to a deemed-realization rule or a
carryover basis rule, without any exemptions or exclusions.
¥ The credit should not bear interest because the tax on the trust was not a “prepayment.” The purpose of the tax
and-credit option is only to get the marginal rates “right” based on hindsight, i.e., included in the income of the
ultimate recipient. Congress could extend the tax-and-credit option to accumulated income, but that greatly would
complicate the system and essentially would result in adoption of the now-rejected throwback rules. See Taxpayer
Relief Act of 1997, Pub. L. No. 105-34, § 507, 111 Stat. 788, 856 (1997) (repealing the throwback rules).
80 Under this approach, the holder of the life or term interest would have a wasting asset with a basis equal to the
amount included. However, present IRC § 167(e) prevents the amortization of a life or term interest when the
remainder interest is held by arelated party.

In contrast to the tax-saving incentives under an accessions tax, the purchase of a remainder interest under
the income-inclusion system would not lead to tax savings, because it would give the purchaser a basis in remainder
distributions equal only to the purchase price.
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equivalent of a presently exercisable general power of appointment.®! Double taxation cannot
occur under a deemed-realization system, because each deemed-realization event establishes a
new basis equal to the asset’s fair market value.®?

B. Jointly Owned Property

Jointly owned property has been viewed as a subcategory of transfers subject to a
transferor’s continuing enjoyment or control, because the individual who provides consideration
in the acquisition and improvement of jointly owned property retains interests and powers over
the property.

Current System. Current transfer tax law treats property jointly owned by persons other
than spouses as retained-interest transfers by the transferor. The difficulty arises in identifying
the transferor.®® For gift tax purposes, the creation of jointly owned property is treated as a
completed transfer to the extent the transferor receives an interest in the property that is less than
the percentage of consideration the transferor provided, unless the transferor retains the right to
regain the interest in the transferred property.3* For estate tax purposes, IRC § 2040(a) generally
provides that the amount subject to tax is the excess, f any, of the fair market value of the
property acquired by the survivor less the fair market value of the percentage of consideration
that the survivor provided in the acquisition and improvement of the property. ®° Although jointly
owned property held by gouses essentialy is untaxed due to the unlimited marital deduction,
IRC § 2040(b) adopts a special rule for spouses that includes one-half of the value of that jointly
owned property in the estate of the first spouse to die.®®

Accessions Tax. Under an accessions tax, Congress could ignore the creation of jointly
owned property and, instead, treat the severance of a joint tenancy as a taxable event. It also
could treat the death of ajoint tenant as a taxable event. The amount subject to an accessions tax,
whether upon severance or death, would be the excess, if any, of the fair market value of the
property acquired by the recipient less the fair market value of the percentage of consideration
that the recipient provided in the acquisition and improvement of the property. Under this
approach, an accessions tax would be adopting a rule analogous to the one found in IRC §
2040(a). Congress aso could adopt a rule that is analogous to the one found in IRC 8§ 2040(b)
and treat a surviving spouse as having purchased haf of the jointly owned property held
exclusively by the spouses.

81 Although the taxation of a transfer subject to a retained interest of income or enjoyment could be deferred until
the interest expires, there is no logical inconsistency in treating the initial transfer as a realization event and treating
the transferor as the continuing owner of the income for income tax purposes.

82 See supra § 4.

8 |RC § 2040(a).

8 Treas. Reg. § 25.2511-1(h) (Exs. 4, 5).

8 |RC § 2040(a) addresses situations in which the joint tenants acquire property by gift or inheritance.

8 For further discussion of problems with jointly owned property under the current tax system, see § 23.C of the
Report.
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Income-Inclusion System. For property jointly owned by nonspouses, the income tax law
treats any consideration that a joint tenant supplies as that joint tenant’s basis in the property. At
the death of the first joint tenant, the income-inclusion system treats the surviving tenant as
having received the fraction of the property attributable to the other party’s investment. The
survivor does not have to realize any income on the survivor’s own share in the jointly owned
property. The following examples illustrate the treatment of jointly owned property under the
income- inclusion system.

Example 1: Unequal contributions by the joint tenants and the jointly owned property terminates
upon death. A provides $40,000 and B provides $10,000 of consideration for the purchase of
Blackacre, which A and B acquire as joint tenants with right of survivorship. At the time of A's
death, the fair market value of Blackacre is $100,000. The income-inclusion system treats B as
having received income of $80,000 ([$40,000 + $50,000 ($40,000 + $10,000)] x $100,000). B's
basis in Blackacre after A's death is $90,000 ($10,000 + $80,000).

If B had died first, the income-inclusion system would have treated A as having received
income of $20,000 ([$10,000 + $50,000 ($40,000 + $10,000)] x $100,000). A's basis in Blackacre
after B's death would have been $60,000 ($40,000 + $20,000).

Example 2: Unequal contributions by the joint tenants and the joint tenants sever the joint
tenancy. The facts are the same asin example 1, except that A and B sever the joint tenancy before
one of them dies. At the time of the severance, Blackacre has a fair market value of $100,000. A
and B each receive one-haf of Blackacre, valued at $50,000 each. Under the income-inclusion
system, A realizes no income upon the severance. A’'s basis in her one-half interest in Blackacreis
$25,000.8” B realizes income of $30,000 and has a basis in her half of Blackacre of $40,000
($10,000 + $30,000).%8

For jointly owned property held by spouses, under the income-inclusion system, the
surviving spouse does not realize any income at the death of the first spouse. The surviving
spouse acquires a basis in the property equal to the spouses combined bases in the property. If
the spouses sever the joint tenancy during life, neither would realize any income at the time of
the severance, regardless of their respective contributions to the acquisition or improvement of
the property. Each would take a basis in the property equal to one-half the amount of their
combined bases in the property

Deemed-Realization System. For property jointly owned by nonspouses, under the
deemed-realization system, the death of the first tenant is treated as a deemed sale of that fraction
of the property that constitutes the decedent joint tenant’s contribution to the acquisition or
improvement of the property. If the tenants sever the joint tenancy during life, the severance is
treated as a deemed sale to the extent that one of the joint tenants receives less than the fraction
of the property that constitutes that joint tenant’s contribution to the acquisition or improvement
of the property. For jointly owned property held by spouses, the death of one spouse is not
considered a realization event. The surviving spouse acquires a basis equal to the spouses
combined bases in the property. A severance of the joint tenancy by the spouses aso is not

87 Before the severance, the income-inclusion system treats A as having owned all of her half, which has a basis of
$25,000, and 60 percent or $15,000 of B's half, which B now owns after the severance.

8 Before the severance, the income-inclusion system treats B as owning no part of A's half and as having paid
$10,000 for a 20 percent interest in Blackacre. After the severance, B's interest in Blackacre increases to 50 percent,
which isan increase in value of $30,000 ((50 percent — 20 percent) x $100,000).
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considered a readlization event, regardless of the respective contributions of the spouses to the
acquisition or improvement of the property. Each spouse would take a basis in the property equal
to one-half the amount of the spouses combined bases in the property.

C. Annuities

Current System. The current wedlth transfer tax system gererally treats commercial
annuities with a survivorship feature as retained-interest transfers.®® Private annuities generally
are treated as sales for value.

Accessions Tax. An accessions tax treats payments under a commercial annuity as an
accession when a person other than the purchaser receives them. It likely would treat a private
annuity as a purchase of property. If the value of the annuity given in exchange for property is
less than the fair market value of the property, the difference is treated as ataxable accession to
the purchaser.*®

Income-Inclusion System. The income tax law currently treats commercial annuities as
deferred IRD, and the recipients take a carryover basis in the annuity.®* Congress could
accelerate the taxable event and give the survivor annuitant a basis equal to the annuity’s fair
market value. As for private annuities, the general principles of the income tax law determine the
tax consequences for the seller. For the buyer, the income-inclusion system could treat a private
annuity in the same manner that an accessions tax would treat it.

Deemed-Realization System. The deemed-redlization system treats payments under a
commercial annuity to a person other than the purchaser as a realization event.®? Private annuity
transactions are considered actual sales, and the deemed-realization rule plays no role.

89 |RC § 2039. For a discussion of the current wealth transfer tax system’s treatment of annuities, see § 23.B of the
Report.
Under community property laws, annuities, employee survivor benefits, and life insurance may be treated

asowned equally by the husband and wife for transfer tax purposes.
% Congress could avoid relying on actuarial tables that are subject to tax minimization strategies and treat the

urchase transaction as incomplete for accessions tax purposes until the annuity expires.

1 IRC §§ 691, 1014(c).
92 Annuities, treated as IRD under current law, receive less favorable treatment than other assets. Under a deemed-
realization system, annuities and other IRD would receive the same income tax treatment as other assets.
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D. Employee Survivor Benefits

Current System. The current wedlth transfer tax system generally includes employee
survivor benefits in the decedent’s gross estate.®® It is easy, however, to avoid inclusion of
survivor benefits paid by employers that are not part of an employee's qualified retirement
plans.®* The gift tax treatment of employee survivor benefits is unsettled. %

Accessions Tax. An accessions tax treats employee survivor berefits as a taxable
accession when the survivor receives them. It ignores purported completed gifts by employees
during life.

Income-Inclusion System. The income-inclusion system includes the value of employee
survivor benefits in the gross income of the survivor. The value of the survivor benefits
establishes the recoverable basis under IRC § 72.

Deemed-Realization System. Under the deemed-realization system, unless compensation
from a qualified arrangement warrants deferral beyond an employee’s death, the death of the
employee is treated as a realization event.

E. Powersof Appointment

A genera power of appointment is either a presently exercisable power to obtain property
for oneself or for one's creditors, or a testamentary power to vest the property in one's estate or
in the creditors of one's estate.®® A general power of appointment usually pertains to property
held in trust.

Current System. The current estate tax law includes property over which a decedent owns
agenera power of appointment at death in the decedent’s gross estate.®’ The current gift tax law
generall}égtreats a lapse, release, or exercise of a general power of appointment as a taxable
transfer.

9 See Rev. Rul. 65-217, 1965-2 C.B. 214.

9 See, e.g., Estate of Tully v. United States, 528 F.2d 1401 (Ct. Cl. 1976); Bogley's Estate v. United States, 514
F.2d 1027 (Ct. Cl. 1975).

% See Estate of Levin v. Commissioner, 90 T.C. 723 (1988) (rejecting the government’ s argument that the employee
made a lifetime gift, but holding the survivor benefit includable in the employee’'s gross estate under IRC §
2038(a)(1), because the employee was also a controlling shareholder); Estate of DiMarco v. Commissioner, 87 T.C.
653 (1986) (rejecting the government’s argument that the employee made a gift of the survivor benefit during life,
but that the gift was not taxable until the employee died).

% See IRC §§ 2041(b)(1), 2514(c).

9 |RC § 2041(3)(2).

% |RC § 2514(e) makes an exception for lapse of powers to the extent that the property that could have been
appointed does not exceed the greater of $5,000 or 5 percent of the value of the trust. Also, a lifetime exercise of a
general power of appointment is not treated as a taxable gift to the extent that the donee retains the right to revoke
the exercise of the power or otherwise retains the beneficial or nonbeneficial right to change the appointment. Cf.
Tress. Reg. § 25.2511-2.
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Accessions Tax. Under an accessions tax, no significance attaches to testamentary powers
of appointment.®® As for presently exercisable general powers of appointment, the holder
acquires an accession when the power becomes presently and solely exercisable in all events.'®
Trust distributions on termination or otherwise are taxable accessions, egardliess of powers,
unless an accessions tax had been imposed earlier because a recipient of a distribution had held a
presently exercisable general power of appointment.

Income-Inclusion System. The income tax law attributes income to the person who fas
control over that income through a presently exercisable general power of appointment,
regardless of who receives that income. The logic of an income-inclusion system would seem to
dictate that income be attributed both to the holder of the presently exercisable general power of
appointment and to the trust or distributee. As the recipient of the gift of the income from the
power holder, the trust or the distributee is subject to the income tax. If Congress views that
result as harsh, it could adopt a variety of mechanisms to mitigate it.1%

% Even when the identity of the transferor is relevant, for example for transfers between spouses or for generation-
skipping transfers, there is no opportunity to avoid tax through the creation of a testamentary general power of
ag) 0i ntment.
100 An accessions tax could limit the use of general powers of appointment to transferees in low rate brackets
through a GST tax and through rules that address the use of trusts for multiple nominal transferees that a transferor
in fact intends for the benefit of a single individual. A possible concern may be that transferors could use the rule
that treats the acquisition of a presently exercisable general power of appointment to accelerate the accession event
when the holder of the power is the sole, or principal, beneficiary of a trust. The current tax treatnent of time-
limited withdrawal powers may need to be reexamined in the context of an accessions tax. For further discussion of
time-limited withdrawal powers, see § 16 of the Report.
101 1f the holder of a presently exercisable general power of appointment b the sole beneficiary of a trust, the
creation of the power may appear to be a device to accelerate tax. Congress, however, is likely to treat the creation
of atrust for asingle beneficiary as ataxable accession to that beneficiary of the entire corpus of the trust, regardless
of whether that beneficiary owns a power.
192 Thus, if accumulated income is attributed to both the holder of the presently exercisable general power of
appointment and the trust, and the trustee later distributes it to the holder of the power, the latter should be able to
exclude the distributions from income to the extent they were previously taxed. In the case of distributions of current
income to a person other than the holder of the power, Congress has available various options to assure that the
income is taxed only once. Congress could:

i. attribute the income only to the holder of the power, if the holder is over 18 and not adjudged

to be incompetent;
ii. attribute theincome only to the distributee; or
iii. attribute the incometo whichever person isin the highest rate bracket.
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Deemed- Realization System. Deemed-realization events can occur while property is held
in trust. For example, Congress may deem trust assets to be sold and repurchased by the trust at
periodic intervals to discourage long-term trusts.®® In-kind distributions from an ongoing trust or
upon trust termination also can result in a deemed realization. Congress would not need to
attribute the gains from a deemed realization to a taxpayer other than the trust, except when the
property is not distributed to a holder of a presently exercisable general power of appointment.®*

F.Lifelnsurance

The wealth transfer taxation and the income taxation of life insurance are problematic
because they both require a determination of the relationship between premium payments and
proceeds. In addition, the distinction between insured-owned and beneficiary-owned life
insurance is difficult to establish, because the insured usualy is involved in the procurement of
the policy, regardless of who ownsiit.

Current System. The current estate tax law includes life insurance in the gross estate of
the insured, if the insured has retained incidents of ownership or the proceeds are payable to the
insured’s estate.’®® If an insured relinquishes al incidents of ownership over a life insurance
policy, it is excluded from the insured's estate, even though the insured may have continued to
pay the premiums on the policy. 1%

Accessions Tax. An accessions tax treats the amount of life insurance proceeds that a
taxpayer receives as an accession, regardless of who owned the policy, except to the extent of the
amount of premiums the recipient paid and any amount, with respect to the same policy,
previously treated as an accession to the recipient.’?” Incidents of ownership are irrelevant.

Income-Inclusion System. The income-inclusion system treats the life insurance proceeds,
less any basis the recipient may have in the policy, as income to the recipient, whether the
recipient is an individual or atrust. Incidents of ownership are irrelevant.

Deemed-Realization System. Under the deemed-redlization system, the receipt of
proceeds by a person other than the owner of the life insurance is considered a realization event,
and not a deemed-realization event, because it represents an exchange of the recipient’s right to

103 See supra § 4.
104 The following example illustrates the treatment of a general power of appointment under a deemed-realization
system.
Example: Distribution from a trust to a person other than the holder of a power. G establishesa
trust that gives A a presently exercisable general power of appointment over the trust corpus. If the
trustee distributes a portion of the trust corpus to A, the distribution could, but need not, be treated
asarealization event to thetrust. If, however, the trustee distributes a portion of the trust corpusto
B, the distribution should constitute a realization event to A.
1951RC § 2042.
19 Treas. Reg. § 20.2042-1(c)(1).
197 For income tax purposes, amounts received in excess of a transferee’s basis could (and, like any other return on
investment, probably should) be treated as taxable income.
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the insurance proceeds for the proceeds themselves. The gain is attributable to the person who
owned the policy immediately before the insured’ s death.

§ 12. Special-Benefit Assets

The term “specia-benefit asset” refers to property, such as a closely held business
interest or family farm, that Congress believes warrants favorable tax treatment, which often
requires adoption of extensive qualification rules.

Current System. The current estate tax law has specia valuation rules for farm and small-
business real property and for certain real property subject to conservation easements.'%® In
addition, it has provided an estate tax deduction for the vaue of certain family-owned
businesses.'®® To assist estates that may be illiquid, the estate tax law also provides for an
extension of time for the payment of estate taxes attributable to a closely held business.**°

Accessions Tax. Under an accessions tax, Congress could provide tax relief for property
that it believes warrants favorable tax treatment by deferring the taxable event for a special-
benefit asset until the time that the recipient sells the asset or otherwise ceases to hold it for a
qualifying use. Congress also could place me limits on the length of deferral.*** In addition,
Congress could take into account the economic benefits of deferral in the amount of tax it
imposes upon disposition. 112

Income-Inclusion System. Under the income-inclusion system, Congress could provide
tax relief to property that it believes warrants favorable tax treatment in a manner that achieves
results similar to those suggested for an accessions tax. It could exclude the special-benefit assets
from income, but assign to them a zero basis, pending sale or cessation of a qualified use, which
would be a deemed-redlization event. Congress also could place alimit on the length of the
deferral and make an adjustment for the time value of money.*3

108 RC §§ 2031(c), 2032A.

199 |RC § 2057. The EGTRRA repealed this provision for decedents dying after 2003. IRC § 2057(j). The EGTRRA,
however, reinstates IRC § 2057 after 2010. EGTRRA § 901. For adiscussion of IRC § 2057, see § 26 of the Report.
10 |RC § 6166. For adiscussion of IRC § 6166, see § 25 of the Report.

11 Congress could place some time limit on the deferral to prevent multiple generations from holding property
without sale.

12 Alternatively, Congress could impose an interest charge, make an adjustment reducing basis, perhaps even below
zero, or adopt other rules that take into account the value of deferral.

113 see supratext following note 32.
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Deemed-Realization System. Under the deemed-redlization system, Congress could
provide tax relief to property that it believes warrants favorable tax treatment in a manner that
achieves results similar to those suggested for an accessions tax. It could treat the transfer of a
special-benefit asset as a nonrealization event. Instead, Congress could require that the transferee
take the transferor’s basis. Cessation of qualified use would be treated as a realization event.
Congress aso could place limitations on the duration of the deferral and make an adjustment for
the time value of money.***

8 13. Costs of Wealth Transmission

A. Debtsand Claims

The following discussion concerns debts of, and clams against, a decedent that arise
before the decedent’ s death.

Current System. Debts and claims, including income tax liabilities, are deductible for
estate tax purposes to the extent actually paid.**® They are deductible for income tax purposes
only if they qualify as deductions in respect of a decedent under IRC 8 691(b).

Accessions Tax. Under an accessions tax, debts and claims paid by an estate or trust are
not included as an accession. The value of claims and liens on transferred property, including
income tax liabilities, reduces the accession amount with respect to that property.

Income-Inclusion System. Under an income-inclusion system, debts and claims paid by
an estate, trust, or distributee are deductible to determine adjusted gross income under IRC § 62,
i.e., they are deductible “above the line.” Any income tax attributable to the inclusion of a
gratuitous transfer in the recipient’s income is not deductible.

Deemed-Realization System. The deemed-realization system treats debts and clams
payable by the estate as having been paid by the decedent. The deductibility of the deemed
payment on the decedent’ s final income tax return is treated as if the decedent were till aive. If
a transferee of property assumes a debt or clam, the deemed amount realized should be the
greater of the property s fair market value or the amount of the debt or claim.

B. Administration Expenses

Unlike debts and claims, administration expenses arise after death, suggesting that any
tax benefits should accrue to the estate or the beneficiaries of the estate, rather than to the
transferor.

Current System. The current tax law alows an estate to elect to deduct administration
expenses for estate tax purposes or income tax purposes, but not both. 11°

114 see supra text preceding note 40.
M5 RC § 2053(a)(3), (©).
118 |RC § 642(g).
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Accessions Tax. Estate income augments legacies and is subject to both income tax and
accessions tax. If an accessions tax values an accession at the time the legatee receives it, rather
than at the time of the decedent’s death, administration expenses reduce the amount of cash
accession. As a rule of accounting convenience, Congress could allow an income tax deduction
for administration expenses to the estate, trust, or legatee, as the case may be.*!’

Income-Inclusion System. Under an income-inclusion system, postdeath estate income
augments legacies and estate administration expenses reduce them. ! Therefore, there is no need
to treat estates as taxable entities.*°

Deemed- Realization System. Under the deemed-realization system, the decedent’ s death
is considered the redlization event. Postdeath outlays, therefore, do not reduce the amount
realized by the decedent on appreciated assets. Under the assumption that Congress would repeal
the estate tax if it enacts a deemed-redization system, administration expenses would be
deductible only for estate income tax purposes.

C. Funeral Expenses

Funeral expenses are persona and do not relate to estate assets or income.

Current System. Current tax law alows the deduction of funeral expenses only for estate
tax purposes.'?°

Accessions Tax. Under an accessions tax, funeral expenses paid by an estate reduce the
amount of taxable accessions. The expenses are not deductible for income tax purposes.

Income-Inclusion System. Under the income-inclusion system, as is true under an
accessions tax, funeral expenses paid by an estate reduce taxable receipts. Funeral expenses paid
by an ilrzlgiividual should be deductible as a nondiscretionary expense, possibly subject to a
ceiling.

17 Conceptually, administration expenses are costs of obtaining the legacies and, therefore, should be capitalized.
The benefits of capitalization of the exp enses, however, may not warrant the administrative effort.

18 |f an estate remains a taxable entity, Congress should not tax both the estate and the legatees on postdeath
income. It could treat the estate income tax on accumulated income as a withholding tax, pending subsequent
distribution. The subsequent distribution of accumulated income would include the amount of tax paid. Y et another
alternative is that Congress could tax the income to the estate and treat distributions of accumulated income as tax
free corpus, rather than taxable corpus.

119 The following example illustrates that if Congress were to treat an estate as a taxable entity, it would complicate
matters unnecessarily.

Example: Estate with postdeath income and administration expenses. G dies leaving a probate
estate of $100,000. During year 1, the estate has income of $10,000 and administration expenses
of $40,000. The executor distributes the net amount of $70,000 to the sole legatee at the beginning
of year 2. Under the income-inclusion system, the legatee reports the net amount of $70,000 as
income.

1201 RC § 2053(a)(1).

121 See 3 REPORT OF THE ROYAL COMMISSION ON TAXATION 1-24 (1966) (Can.).
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Deemed-Realization System. In accordance with income tax principles, Congress could
disallow a deduction for funeral expenses because those expenditures are unrelated to the
deemed amount realized.

§ 14. Marital Transfers

The following discussion assumes that spouses are separate taxpayers, each with his or
her own transfer tax exemption, if applicable.

Current System. The current wealth transfer tax law provides an unlimited estate and gift
tax marital deduction.*®? Congress designed the qualification rules to assure that the surviving
Spouse’s gross estate includes the property that the estate of the first spouse to die deducted as a
marital deduction. *?® The overall effect of the marital deduction rules is that the aggregate wealth
of the spouses, in excess of the spouses’ applicable exclusion amounts, is subject to transfer tax
at least once. Spouses must engage in careful estate planning to assure that their aggregate wealth
is not taxed more than once and that they make optimal use of each spouse's applicable
exclusion amount.*?* In addition to the marital deduction rules, IRC § 2513 permits Spouses to
elect to treat gifts made by one spouse to persons other than the other spouse as made one-half by
the donor spouse and one-half by the nondonor spouse. This is known as the “split-gifts’ rule.

Accessions Tax. Congress could provide for an unlimited marital exclusion for any
receipt from atransferee’ s spouse under an accessions tax. An unlimited marital exclusion under
an accessions tax would operate differently than the marital deduction under the current transfer
tax system, because it would accomplish more than deferral and the full use of two applicable
exclusion amounts. If Congress determines that an unlimited marital exclusion is unacceptable, it
could permit, instead, an unlimited spousal gift excluson combined with an estate exclusion
limited to one- half of the aggregate spousal wealth.?® The primary disadvantage of this option,
however, isits complexity.

Elaborate qualification rules, such as for contingent interests, are unnecessary, since an
accessions tax treats an accession as occurring only when the recipient comes into possession of
the cash or property. If Congress places a limitation on the marital exclusion, however, it would
have to calculate that limitation at the time of the death of the first spouse. This would create a
problem for delayed transfers, such as transfers made to a trust. One possible solution is for
Congress to treat actual distributions and payouts to the surviving spouse as being tax free until
the accumulated value of the distributions to that spouse exceeds the result of multiplying:

122 1RC 8§ 2056, 2523.

123 |t also assures that the transferee spouse’ s estate includes property received from the transferor spouse during life
that the transferor spouse deducted under the gift tax marital deduction. Further, it assures that the transferee spouse
incurs a gift tax when transferring property acquired from the transferor spouse for which the transferor spouse or
the transferor spouse’ s estate took a marital deduction.

124 For further discussion of estate planning for married couples, see §§ 2 and 17 of the Report.

125 Congress would need to assure that transferors do not use the unlimited spousal gift exclusion to subvert the
limited spousal deathtime exclusion.

196



Part Il. A Comparison of the Alternative Tax Systems

i. the current value of the trust plus the total value of prior distributions by

ii. 1 minus a fraction that has as its numerator the amount of the exclusion and as its
denominator the initial value of the trust.

Alternatively, Congress could restrict the spousal deathtime exclusion to a qualifying trust,
which would include a trust over which a transferee spouse holds a general power of
appointment, holds interests that meet the requirements of a qualified terminable interest
property trust, or holds interests that meet the requirements of an estate trust.*?® If a transferor
creates a qualifying trust, an accessions tax would not apply until the transferee spouse's
interests in the trust terminate.

A related issue is how to treat accessions received by a spouse from a third party. One
aternative is that Congress could allow the spouses to elect to split receipts from any third party,
regardless of the identity of the transferor.*?” Another is that Congress could treat receipts from a
family member of either spouse as accessions received by the spouse who is related to the
transferor. This alternative would prevent strategies that would seek to make gifts to the spouse
who isin the lowest rate bracket or has the most available exemption amount.

If an accessions tax includes a provision that taxes a trust upon its receipt of assets that
exceed a designated threshold amount, accommodation for a marital exclusion is necessary.? If
a trust is a qualifying trust, no accessions tax would be assessed until the transferee spouse’'s
interests in the trust terminate, regardless of the size of the trust. At the termination of the
transferee spouse’ s interests, an accessions tax may apply if the value of the trust corpus exceeds
the designated threshold amount. If atrust is not a qualifying trust and the trust receives assets
that exceed the designated threshold amount, an accessions tax would be assessed at the time of
receipt. An accessions tax would not be assessed, however, on distributions to the transferee
spouse from that trust to the extent that the distributions do not exceed the amount of the marital
exclusion.

Income-Inclusion System. As with an accessions tax, under the income-inclusion system,
qualification is simple, because it is tied to the actual receipt of cash or in-kind property. Also, as
is true of an accessions tax, a marital exclusion leads to tax forgiveness and not just tax deferral.
Further, as is true for an accessions tax, Congress could establish qualification rules for spousal
beneficiary trusts and exclude from income transfers made to those trusts until the transferee
Spouse' s interests terminate.

Deemed- Realization System. Under a deemed-realization system, Congress could exempt
qualifying transfers from deemed-realization treatment and require the transferee spouse to take a
carryover basis. This approach parallels the treatment of lifetime interspousal gifts under IRC 88
1041 and 2523. As is true with the current wedth transfer tax system, qualification must be
ex ante. Under a deemed-redlization system, however, cessation of qualification (i.e., the

126 |RC § 2056(b)(5), (7); Treas. Reg. § 20.2056(b)-1(g) (Ex. 8), (c)-2(b)(1)(), (2)(i); Rev. Rul. 68-554, 1968-2 C.B.
412.

127 A mandatory accession-splitting rule would be well matched with a limited estate exclusion.
128 See supra § 2.
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transferee spouse’s death or the termination of that spouse's qualifying interests) would be
treated as a redlization event, with any income tax liability being assessed against the property.

§ 15. Charitable Transfers

Charities are tax-exempt organizations for income tax purposes.t?® Charitable
contributions, with some exceptions for split-interest transfers, generally are deductible under the
income tax law.**°

Current System. A transferor of temporal interests, which require reliance on actuarial
tables to determine their value, can obtain a deduction for estate, gift, and income tax purposes
so long as the transferor adheres to statutory qualification rules.*3!

Accessions Tax. Under an accessions tax, accessions by charities, outright or by means of
trust distributions, are not subject to tax. **> No actuaria vauation is necessary. The income tax
law addresses the income tax deduction issues that arise.

Income-Inclusion System. A charity B exempt from income tax under IRC § 501(c)(3),
and, therefore, a transfer to a charity does not result in taxation under the income-inclusion
system. The income tax law addresses issues relating to transfers to charities of temporal
interests.

Deemed-Realization System. Since the deemed-redlization system taxes gains to a
transferor, who, effectively, is deemed to have sold and then transferred the proceeds, Congress
logically could treat the outright transfer of property to a charity as arealization event. However,
Congress could choose to treat such an outright transfer as a nonrealization event to protect the
charity from any tax burden. If an outright transfer of property to a charity is treated as a
nonrealization event, then the same approach can be carried over to a split-interest charitable
transfer. That is, the “passing” (the creation of atrust or the shifting of an interest held in trust) to
a noncharitable beneficiary would be treated as a realization event, and the passing to a
charitable bereficiary would be treated as a nonrealization event.

Current law could govern the income tax treatment of split-interest charitable transfers.
For example, if atransferor establishes a charitable remainder annuity trust (CRAT) during life,
the creation of that trust would be treated as a realization event. The transferor would be eligible
for an income tax charitable deduction equal to the present value of the charitable remainder. It
would not be a redization event when a charity, as the remainder beneficiary, comes into
possession of the property. In contrast, in the case of a charitable lead annuity trust (CLAT), the
creation of that trust would not be treated as a realization event. It would be a realization event
when the noncharitable remainder beneficiary comes into possession of the property. This

1291RC § 501(c)(3).

1301 RC § 170.

131 see |RC §8 642(c)(5), 664(d)(1)~(3), 2055(€).

132 Congress may make trusts that receive property in excess of a designated threshold amount subject to an initial
tax. See supra 8 2 If an accessions tax imposes a tax on a trust, a distribution to a charity would not be treated as an
accession by the charity, and, therefore, the distribution would generate arefundabl e credit to that charity.
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treatment of a CLAT would require maintaining records of the transferor’s basis and appropriate
adjustments to it up until the time that the noncharitable remainder beneficiary takes possession
of the property.

§ 16. Generation-Skipping Transfers

Current System. The GST tax law imposes a tax, a a flat rate, on generation-skipping
transfers, both trust and nontrust transfers.*® It provides a GST exemption to each transferor,
which in 2004 is equal to $1.5 million.*3* It treats outright gifts and bequests to persons who are
assigned to a generation that is two or more generations below the transferor as generation
skipping transfers. These generation-skipping transfers, referred to as direct skips, result in the
taxation of gifts and bequests to grandchildren, great-grandchildren, and other members of
remote generations.’*® The appropriateness of a GST tax on direct-skip-type transfers is
controversial.’®® Moreover, the current wedlth transfer tax system, for simplicity reasons and
otherwise, does not replicate consistently the estate and gift tax consequences of successive
intergenerational outright transfers. 3’

Accessions Tax. Since an accessions tax operates on the basis of actual receipts of
gratuitous transfers of cash or property, regardless of origin, it is possible that Congress would
find the considerations supporting a GST tax in the context of the estate and gift taxes less
persuasive than in the context of an accessions tax. If Congress wants a generation-skipping
feature, the simplest version would take the form of an increase in rates the younger the
generation of the recipient in relation to the transferor.*3®

Income-Inclusion System. A GST tax is not logically consistent with an income tax,
which generaly treats the source of income as irrelevant. If Congress considers the income-
inclusion system a substitute for a wealth transfer tax system and wants a generation-skipping
feature, it could impose a periodic wealth tax on trusts. As an alternative, Congress could design
afree-standing GST tax.

Deemed-Realization System. Although a GST tax is not logically consistent with an
income tax, Congress may have concerns that transferors could use long-term trusts to defer
future redlization of gains. Congress could address this concern by treating in-kind trust
distributions as realization events. Alternatively, Congress could treat a trust’s assets as having
been sold and repurchased at periodic intervals, such as twenty-five years.*

133 |RC 8§ 2601 (imposing tax), 2611 (defining taxable transfers), 2612 (defining taxable transfers), 2641 (providing
the applicable rate of tax).

134 The EGTRRA provides for its graduated increase up to $3.5 million in 2009. IRC § 2631(a). For further
discussion of the GST exemption, see 8§ 4.B and 27.C of the Report.

135 |RC § 2612(c) (defining direct skips).

138 For further discussion of direct skips, see § 27.D of the Report.

137 For further discussion of the coordination of the GST tax with the estate and gift taxes, see § 27.B of the Report.
138 5ych a system, however, would require identification of the transferor, which is otherwise an irrelevant fact under
an accessions tax.

139 see supra § 4.
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§ 17. Property Previously Taxed

Current System. The current wealth transfer tax system provides a credit for property
subject to an estate tax more than once within arelatively short period of time.*° The credit does
not extend to the gift tax or the GST tax, even though either might have been assessed within a
relatively short period of time of the estate tax. **

Accessions Tax. Under an accessions tax, the question of previously taxed property
relates to the death of a person (Transferee 1) shortly after receiving a taxable accession,
resulting in an accession by a transferee of Transferee 1 (Transferee 2). One response to this
concern is that the problem is not the frequency of taxation, but that an accessions tax applies to
the same property acquired by persons in the same generation or an older generation. 1*? Congress
could address that problem by providing that a transfer that Transferee 2 receives is exempt from
taxation, if Transferee 2 is in the same generation as, or an older generation than, Transferee 1.
Under this approach, Congress would ignore the frequency of the tax on transfers. If Congressis
concerned about the frequency of taxation, it could adopt a special disclaimer rule to address that
problem.

Income-Inclusion System. Since the income tax is not a wealth transfer tax, the frequency
of taxation of an asset has no relevance. Nevertheless, Congress could adopt one or both of the
approaches for an accessions tax that are described above.

Deemed-Realization System. Under the deemed-realization system, property previously
taxed within a short period of time is not a concern. The transferee (Transferee 1) takes a basis
equa to the transferred asset’s fair market value at the time of the transfer. Therefore, if
Transferee 1 subsequently transfers that asset within a short period of time, whether by reason of
death or lifetime gift, to Transferee 2, the only amount subject to tax is the gain that has accrued
during the time that Transferee 1 held the property.

8§ 18. International Transfers

In the following discussion the term “U.S. person” refers to a person who is a citizen or
resident of the United States, and the term “nonresident aien” refers to an individual who is not a
U.S. citizen or resident. The status of atrust as either domestic or nondomestic generally depends
on the location of the trust.

Current System. The current wealth transfer tax system taxes a transferor who isa U.S.
person without regard to the status of the recipient, including trusts and trust beneficiaries, except
for noncitizen spouses. The estate tax law denies a marital deduction for a transfer to a
noncitizen spouse, unless the transfer is to a qualified domestic trust, or other steps are taken to
assure that the property will be subject to the estate tax at the death of the surviving roncitizen

19 |RC § 2013.
141 For further discussion of previously taxed property, see §§ 22 and 27.B.2 of the Report.
142 For further discussion of generational issues relating to previously taxed property, see § 22 of the Report.
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spouse.**® The gift tax law also denies a marital deduction for a lifetime transfer to a noncitizen
spouse, but it alows an annua exclusion of up to $100,000 (indexed) for gifts to a noncitizen
spouse, 144

With respect to a transferor who is a nonresident alien, the estate and gift tax laws apply
only to property located in the United States.*® This includes all stock in domestic corporations
but excludes certain bank accounts held in U.S. banks.'*® The nationality of the transferee is
irrelevant. Treaties whose main purpose is to prevent double taxation may dightly modify these
rules.

Accessions Tax. Under an accessions tax, the status of the recipient would be crucial. If a
recipient who is a U.S. person receives a gratuitous transfer from a nonresident alien, the receipt
of the property would be considered a taxable accession. Conversely, a receipt by a nonresident
alien from atransferor who isa U.S. person would not be considered a taxable accession.

The treatment of a transfer of property made to a trust varies depending upon whether a
distribution from atrust is to a U.S. person or to a nonresident alien. Under an accessions tax, a
transfer of property to a trust is not considered an accession, regardless of whether the trust is
domestic or nondomestic. A distribution by a trustee to a beneficiary who is a U.S. person would
be treated as an accession and subject to tax. A distribution to a beneficiary who is a nonresident
alien would not be treated as an accession and would be exempt from tax. The location of the
trust or the status of the transferor is irrelevant.

The adoption of an accessions tax would require an analysis of each transfer tax treaty.

Income-Inclusion System. Under an income-inclusion system, a transfer from a
nonresident alien to a U.S. person would be treated as income and subject to tax. A transfer by a
U.S. person to a nonresident alien would not be treated as income. The tax consegquences for a
nonresident alien could change if Congress were to amend the income tax law to treat a receipt
of property from a U.S. person as U.S.-source income.*#’

If a trust, either domestic or nondomestic, qualifies as a grantor trust under the income
tax law, the receipt of property by the trust would not be treated as income.**® A distribution
froma grantor trust would be treated as a transfer made by the transferor to a distributee.

If the income-inclusion system generally were to treat nongrantor trusts as taxpayers and
treat contributions from transferors as income, then the distinction between domestic and
nondomestic trusts would have relevance. A transfer by a nonresident alien or aU.S. person to a
domestic trust would be treated as income and subject to tax. A nonresident alien should receive
a tax refund upon receipt of a distribution of previously taxed income. Presumably, at a
minimum, a transfer by a U.S. person to a nondomestic trust would be treated as a realization
event, as the income tax law now provides.**® Congress could treat a nondomestic trust as a

143 1RC §§ 2056(d), 2056A.

144 1RC § 2523(i).

145 |RC §§ 2101, 2103-2106 (estate tax), 2501(a)(1), 2511(a) (gift tax).
146 |RC § 2104; Treas. Reg. § 25.2511-3(b)

147 Congress could amend IRC § 861 to accomplish this result.

148 See IRC 8§ 671-678.

149 gee IRC § 684.
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grantor trust in any year in which the trust has a beneficiary who is a U.S. person.®
Alternatively, Congress could treat a nondomestic trust as a domestic trust in some limited
situations and tax transfers to that nondomestic trust. In those situations in which Congress does
not treat a nondomestic trust either as a grantor trust or a domestic trust, a distribution to a U.S.
person would be treated as income.

Deemed-Realization System. A deemed-realization system would treat a gratuitous
transfer by a U.S. person as a redlization event, regardless of whether the recipient is a U.S.
person or a nonresident alien. A transfer by a nonresident alien to a U.S. person would be treated
as aredlization event and subject to applicable income tax rules.***

A transfer by a U.S. person to either a domestic or a nondomestic trust, other than a
grantor trust, would be treated as a realization event. When a transfer of property to a trust is
treated as arealization event, one issue that arises is whether the distribution of that property also
should be treated as a redlization event. In the case of a grantor trust, the deemed-realization
event would be the distribution of property to a person other than the transferor, any other event
during the grantor’s life that would cause the trust to cease to be a grantor trust, or the death of
the transferor.

§19. Transition

If the current wedlth transfer tax system were to be replaced with one of the three
aternative tax systems, a challenge for Congress would be to design transition rules that prevent
inappropriate doubl e taxation.

Accessions Tax. If Congress were to adopt an accessions tax, an underlying premise in
developing transition rules probably would be to exclude from the accessions tax any amount
previoudly taxed under the wealth transfer tax system. Thus, if a transferor had incurred either
estate or gift tax upon the creation of a trust, an accessions tax would not treat distributions of
income or principa from that trust as accessions (at least up to the amount of property previously
taxed). On the other hand, if a transferor had made a transfer of property to a trust that was
incomplete for gift tax purposes and also was not subject to the estate tax, because the transferor
died after Congress repealed the estate tax, an accessions tax could appropriately apply to that
trust and to distributions from that trust.

Income-Inclusion System. As under current law, income that arises after a transfer that is
subject to estate or gift tax, nevertheless, can be taxed to the transferor, the trust, or the
beneficiaries, as the case may be.

Deemed-Realization System. If Congress were to adopt a deemed-realization system, it
simply could apply the deemed-realization rule to transfers that a transferor makes after the date
of enactment, unless the entire fair market value of the property previously has been subject to

150 see IRC § 683.
15! see, e.g., IRC §§ 871, 897.
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estate or gift tax with respect to that transferor. This is the smplest method, but it may frustrate
the expectations of taxpayers who have adopted estate plans and have taken other actions
predicated on existing law. 2 Concern about taxpayers expectations, however, may be balanced
by the benefits that taxpayers would gain by repeal of the current wealth transfer tax system.

Alternatively, Congress could apply the deemed-realization system only to assets
acquired by a transferor after the date of enactment. Under this approach, Congress would have
to formulate rules to determine what constitutes the acquisition date of an asset. Also, Congress
would have to retain the carryover basis rule of IRC § 1015 for a gift of an asset acquired before
the date of enactment. In addition, for an asset acquired by a decedent before the date of
enactment, Congress would have to retain IRC § 1014 to allow a transferee to take a basis equal
to that asset’s fair market value determined at the time of that decedent’s death, even if that
decedent’s estate would not have paid any estate tax. Further, for an asset acquired before the
date of enactment, Congress would have to exempt from income taxation changes in that asset’s
value that occur after the date of enactment.

Yet athird option is for Congress to apply the deemed-realization system to all property
at the time of enactment, but to provide each asset with a basis equal to its fair market value at
the time of enactment. Notwithstanding its high compliance and administrative costs, the benefit
of this option is that postenactment gain for property acquired before enactment of the deemed-
realization system would not escape taxation.

Congress could continue to apply current grantor trust rules to those trusts established
before the date of enactment. Alternatively, for those trusts, Congress could amend current
grantor trust rules to conform to a newly enacted deemed-realization system.

152 Congress could draw distinctions between substantive reliance or expectations (i.e., the belief that tax would
never be paid on such gains) and procedural reliance (i.e., the belief that no records on the basis of property needed
to be kept). Congress also could grant transition relief that specifically addresses the absence of records. Congress
further could adopt a contrary view and challenge the assumption that either substantive or procedural expectations
were justified in the first place.
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EXHIBIT A
BACKGROUND PAPER ON THE
CANADIAN TAXATION OF GAINSAT DEATH
by Professor Lawrence A. Zelenak, Columbia Law School

In 1972, Canada simultaneously repealed its estate tax and introduced income taxation of
capital gains. For purposes of the new capital gains tax, both death and the making of an inter
vivos gift were treated as realization events. From a U.S. perspective, treating gratuitous transfers
as redlization events is the most interesting aspect of the Canadian system. From the Canadian
perspective, however, the major 1972 income tax innovation was taxing capital gains at all. This
paper briefly describes. (i) the general structure of the Canadian system for taxing capital gains,
(ii) the specific rules applicable to gifts and bequests of appreciated (and depreciated assets), and
(iii) specia basis rules applicable to assets acquired by taxpayers before the effective date of the
1972 legidation. The paper concludes with a few comments on the relevance of the Canadian
experience to the current U.S. interest in repealing the tax-free basis step-up at death (IRC §
1014) in connection with estate tax repedl.

1. Canadian Taxation of Capital Gains: The General Sructure

A Canadian taxpayer must include one-half of capital gains in taxable income, with the
taxable portion taxed at the same rates as ordinary income. For the most part, realization and
recognition rules are the same as under the U.S. income tax, with the important exception that
both transfers at death and inter vivos gifts are taxable events. The amount realized on a
gratuitous transfer equals the fair market value of the asset at the time of the transfer. Donation
of a capital asset to charity is also a taxable event, but generally only one-quarter of the realized
gan is included in taxable income. (The entire gain is excluded in the case of certain
contributions of “certified cultural property.”) The deemed amount realized on the charitable
contribution is aso the amount of the contribution for purposes of calculating the charitable
donation credit.

A gain on the disposition of the taxpayer’s principal residence ordinarily is exempt from
tax. The law aso alows a taxpayer to exclude, on a cumulative lifetime basis, $500,000 of gain
realized on the disposition of “qualified farm property” or “qualified small business corporation
shares.” This is accomplished through a $250,000 “capital gains deduction,” which offsets the
one-half of $500,000 of qualified gain, which otherwise would be subject to tax.

Just as a taxable capital gain isonly half of the actual gain, so an allowable capital lossis
only half of the actual loss. An alowable capital loss may be claimed against taxable capital gain
to the extent thereof. A net capital loss (i.e., an allowable capital loss in excess of a taxable
capital gain) may be carried back three years and forward indefinitely.

For purposes of calculating gain on the disposition of personal use property, basis is the
greater of the taxpayer’'s actual cost or $1,000. Losses on persona use property are not
deductible, except in the case of “listed personal property” (generaly, art and other collectibles).
Losses on listed personal property may be used to offset gains on other listed personal property
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(but not gains on other types of capital assets), and may be carried back three years and forward
seven years.

2. Rules Specific to Gratuitous Transfers

Despite the genera treatment of gratuitous transfers as realization events, tax is not
imposed on gifts and bequests between spouses (including transfers to spousal trusts). The
recipient spouse takes the property with the transferor spouse’ s basis. If the recipient spouse sells
the property while the transferor spouse is till alive and the spouses are still married, any gain is
taxed to the transferor spouse. In the case of a spousal transfer at death, nonrecognition applies
only if the property becomes “indefeasibly vested” in the recipient spouse (or trust) within
36 months of the date of the transferor spouse’s death. Nonrecognition for a spousal transfer at
death may be waived (to recognize a loss, to take advantage of the decedent’s $250,000 capital
gains deduction, or to take advantage of an otherwise unusable net capital loss of the decedent).
If nonrecognition is waived, the recipient spouse’s basis is the property’s date-of-death fair
market value. Elective nonrecognition also is available for farm property indefeasibly vested in a
child of the decedent within 36 months of the date of the decedent’ s death.

Special favorable rules apply to a net capital loss for the year of death. There are two
options. (i) The loss may be carried back three years against capital gains, and any loss
remaining after carryback may be used against ordinary income in the year of death, the
preceding year, or both. (ii) The decedent’s representative may forgo the use of the loss against
prior years capital gains, and instead deduct the loss against ordinary income in the year of the
decedent’ s death, the preceding year, or both.

If the decedent had an unused net capital loss from before the year of death, that loss is
applied first against capital gains on the final return, and then against other income on the fina
return, the return for the preceding year, or both.

An installment payment option is available for tax due on the deemed disposition of
capital assets at death. Interest is charged, and security is required.

To prevent the use of trusts to avoid the death gains tax, a trust is taxed on a deemed
disposition of its capital assets every 21 years.

In the United States, some have claimed that repeal of IRC 8§ 1014 (in favor of either
realization at death or carryover basis) would give rise to tremendous difficulties in determining
decedents’ bases in assets owned at death. Revenue Canada officials told the author (in 1992)
that basis determination had not been a magjor problem in the administration of the death gains
tax (with respect to assets acquired after 1971, for which basis equals the taxpayer’s actual cost).

3. Basis Transition Rules

Specia rules apply in determining the basis of property acquired by a taxpayer before
1972 (the first year of capital gains taxation). These rules apply whether the taxable disposition is
by sale or by gratuitous transfer. A taxpayer may elect either of two basis regimes for such
property, but whichever regime is chosen will apply to al such assets disposed of by the
taxpayer. (i) The taxpayer may smply elect to have basis equal to fair market value as of the
“valuation day” (December 21, 1971, for publicly traded stock and securities, and December 31,
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1971, for al other capital assets). (ii) The taxpayer may elect to have basis equa the median of:
() the taxpayer’s actua cost, (b) the fair market value as of the valuation day, or (¢) the amount
realized on the disposition. The effect of this option is similar to that of the bifurcated basis for
gifted depreciated assets prescribed by IRC § 1015. If a taxpayer who has chosen this method
sells an asset that had a built-in loss as of the valuation day, there will be no gain unless the
amount realized exceeds the taxpayer’s actual cost, and there will be no loss unless the amount
realized is less than the fair market value as of the valuation day.

Revenue Canada officials told the author (in 1992) that valuation day valuations were
amost always made retrogectively, at the time of the taxable disposition (except, of course, in
the case of publicly traded stock and securities). This process has worked reasonably well for
real estate, because Revenue Canada assembled a massive database of real estate sales near the
valuation day. Retrospective valuations of closely held businesses have been more difficult.

4. The Relevance of the Canadian Experience to the Current U.S. Stuation

a. A Different Status Quo Ante. In Canada, the death gains tax was introduced as part of
the introduction of a general capital gains tax. In the United States, by contrast, repeal of IRC §
1014 would take place in the context of an existing system of capitals gains taxation. In the
Canadian situation, the valuation day fresh start may have been justified on both substantive and
procedural grounds. Substantively, taxpayers making investment decisions may have reasonably
and detrimentally relied on their understanding that pre-1972 appreciation would never be
subject to the income tax. Frocedurally, the absence of any pre-1972 capital gains tax made it
reasonable for owners of assets acquired before 1972 not to have kept basis records. In the
United States, by contrast, owners of capital assets always have held their assets with the
knowledge that a capital gains tax would apply, and that basis records thus would be needed,
unless they were able to hold the assets until death. This always-present potential for taxation
seriously weakens both the substantive and procedural arguments for a valuation day fresh start
approach if IRC § 1014 is replaced permanently by either taxation at death or a carryover basis
rule.

On the other hand, some U.S. taxpayers may have failed to keep basis records for some
assets in the reasonable belief that they would not dispose of those assets before death. For this
reason, determining bases of U.S. decedents (for purposes of either taxation at death or carryover
basis) may not be as straightforward as the Canadian experience with assets acquired after 1971.
Canadian taxpayers knew that basis records would be required for all assets acquired after 1971,
whether they disposed of those assets during their lifetimes or at death.

b. How Much Special Solicitude for Transfers at Death Is Appropriate? By comparison
with Canadian law, the tax-free basis step-up rules of new IRC § 1022 ($1.3 million generaly,
and an additiona $3 million for “qualified spousal property”) are extremely generous. The
Canadian valuation day rule is not comparable, both because it applies regardless of the nature of
the taxpayer’ s disposition of the property, and because it is only atransition rule (applicable only
to assets acquired before a specific date). The $500,000 lifetime exemption for farms and small
business stock also is not comparable. It applies regardless of the nature of the disposition, it is
limited to narrow classes of assets, and it is relatively modest in amount. In short, the Canadian
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system provides no permanent gain forgiveness targeted specifically at transfers at death The
gpecial solicitude for deathtime transfers in the Canadian law is quite limited, consisting only of:
(1) deferral of gain recognition for spousal transfers, (ii) deferral of gain recognition for transfers
of farms to the decedent’s children, (iii) special rules with respect to the deductibility of capital
losses, and (iv) the option of paying the death gains tax in installments.
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APPENDIX B
SCHEDULED ESTATE AND GIFT TAX
APPLICABLE EXCLUSION AMOUNTS
AND THE GST EXEMPTION AMOUNT

Gift Tax Estate Tax GST Tax
2001 $ 675,000 $ 675,000 $1,060,000
2002 $1,000,000 $1,000,000 $1,100,000
2003 $1,000,000 $1,000,000 $1,120,000
2004 $1,000,000 $1,500,000 $1,500,000
2005 $1,000,000 $1,500,000 $1,500,000
2006 $1,000,000 $2,000,000 $2,000,000
2007 $1,000,000 $2,000,000 $2,000,000
2008 $1,000,000 $2,000,000 $2,000,000
2009 $1,000,000 $3,500,000 $3,500,000
2010 $1,000,000 Repealed Repealed
2011 $1,000,000 $1,000,000 $1,120,000

(indexed)
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